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VEMORANDUM OPI NI ON

THORNTON, Judge: These cases were consolidated for trial,
briefing, and opinion. Respondent determ ned the follow ng
deficiencies, additions to tax, and penalties wth respect to

petitioners’ Federal incone taxes:
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Franklin W Briggs

Penalties and Additions To Tax

Sec. Sec. Sec. Sec. Sec.
Year Deficiency 6651(a)(1) 6653(b)(1)(A) 6653(b)(1)(B) 6653(b)(1) 6661
1986 $69, 077 $2, 927 $37, 536 ** -- $17, 269
1987 10, 875 (2,109)* 20, 540 e $18, 000 4,828
1988 20, 490 - - - - - - - - 5, 123

* The record does not conclusively establish the source of what

is apparently

a penalty refund.
** 50 percent of the interest due on $50, 048.
*** 50 percent of the interest due on $7, 935.

Jimy D. Morris and Sandra B. Morris

Penalties and Additions to Tax

Sec. Sec. Sec. Sec. Sec.
Year Deficiency 6651(a)(1) 6653(b) (1) (A 6653(b)(1)(B) 6653(b)(1) 6661
1986 $77, 278 $6, 928 $37, 175 ** -- $19, 320
1987 (1,048)* 4,489 26,613 e - - 13,173
1988 2, 606 - - - - -- $1, 955 - -

* The negative adj ust nment
1990.

** 50 percent of the interest due on $43, 838.
*** 50 percent of the interest due on $8, 207.

resulted froma net operating |oss carryback from

Unl ess otherwi se indicated, all section references are to

the Internal Revenue Code in effect for the years in issue, and

all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

After concessions,! the issues for decision are:

1. The anount of ordinary incone petitioners realized with
respect to certain gas rebate checks earned by their wholly

owned S corporation but received by petitioners individually;

! The parties have stipul ated various adjustnents to
petitioners’ reported income. |In addition, on brief petitioners
concede that for taxable year 1988 petitioners Franklin Briggs
(Briggs) and Jimmy Morris (M. Mrris) each have additional
i ncome of $36,000 fromthe proceeds of the sale of Association
Cable TV, Inc.’s (ACT's) assets and of $40, 200 from proceeds from
a covenant not to conpete.
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2. whether petitioners’ bases in their wholly owned S
corporation include |oans nmade directly to the S corporation by
an unrel ated | ender;

3. whether gains that petitioners realized fromcertain
1986 | and sal es represent capital gains or ordinary incong;

4. whether petitioners are entitled to net operating |oss
carryback deductions for 1987 arising fromliabilities that
their wholly owned S corporation incurred to a bank with respect
to the bank’s paynents to a third party pursuant to a letter of
credit between the bank and the S corporation;

5. whether petitioners are liable for additions to tax
pursuant to section 6651(a)(1l) for failure to file tinely incone
tax returns for taxable years 1986 and 1987,

6. whether petitioners are liable for additions to tax for
fraud pursuant to section 6653(b) for taxable years 1986, 1987,
and 1988;

7. whether Jimry and Sandra Morris (the Mrrises) are
liable for additions to tax pursuant to section 6661 for taxable
years 1986 and 1987; and

8. whether Franklin Briggs (Briggs) is liable for
additions to tax pursuant to section 6661 for taxable years
1986, 1987, and 1988.

For purposes of order and clarity, after a brief

description of general background, each of the issues submtted
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for our consideration is set forth below with separate
background and di scussi on.

General Backgr ound

The parties have stipulated some of the facts. Wen the
petitions were filed, Briggs resided in Alford, Florida, and the
Morrises were married and resided in Panama City, Florida.

In 1982, Briggs and the Morrises started a multi-mllion-
dol l ar real estate construction business known as the Towers
G oup. The Towers Goup ultimately conprised nine corporations,
with activities ranging fromreal estate managenent to town
house construction and sales. Two of the Towers G oup
corporations were: (1) Towers Construction Co. of Panama City,
Inc. (Towers Construction), which was in the construction
busi ness and eventually constructed town house units in a Panama
City Beach, Florida, project known as the Gulf Hi ghl ands Beach
Resort (Qulf Hi ghlands); and (2) Towers Devel opnent Co. of
Panama City, Inc. (Towers Devel opnent), which was in the
devel opment busi ness and eventual |y devel oped the Gul f Hi ghl ands
proj ect.

For the years in issue, Sandra Morris (Ms. Mrris) and
Bri ggs each owned 50 percent of the stock of Towers Construction
and Towers Devel opnent.? Briggs was president of Towers

Construction and Towers Devel opnent for the years in issue.

2 M. Mrris was not a sharehol der of any of the
corporations in the Towers Goup, having placed all his interests
in his wife’'s nane to avoid his creditors
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For Federal inconme tax purposes, Towers Construction

el ected on June 1, 1983, to be treated as an S corporation as

defined by section 1361(a)(1). Towers Devel opnent nmade its S

corporation election on January 1, 1984.

| ssue 1. Gas Rebate Paynents

Backagr ound
In 1985, West Florida Natural Gas, Inc., of Panama City,

Florida (Wst Florida Gas), began participating in an energy
conservation program authorized by the State of Florida, to
encourage the use of natural gas instead of electricity. Under
the program contractors who installed gas heating and cooling
units were eligible to receive rebates from gas conpani es.

Begi nning in 1985, Towers Construction participated in the
West Florida Gas rebate program Towers Construction, as the
contractor on the @ulf Highlands project, was entitled to
receive the gas rebate checks from Wst Florida Gas. |In 1985,
Towers Construction received from Wst Florida Gas six rebate
checks totaling $112,000, and in January 1986, it received two
nore rebate checks totaling $22,620. Beginning in May 1986, and

continuing through Novenber 1988, with respect to gas rebates
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earned by Towers Construction, West Florida Gas issued rebate
checks listing the payee as either Briggs or Jinmmy Mrris (M.
Morris).3

Each rebate check that was issued after 1985, with one
exception, was either cashed by one of the petitioners or
deposited in one of their personal banking accounts.* Attached
as the appendix is a schedule detailing the West Florida Gas
rebate paynents received by Briggs and the Morrises. The total

rebate paynents were as foll ows:

Year Bri ggs The Morri ses
1986 $50, 677.50 $38, 497. 50
1987 14, 355. 00 21, 315.00
1988 43, 500. 00 38, 280. 00

Tot al 108, 532. 50 98, 092. 50

On their Federal incone tax returns, as originally filed,
nei ther petitioners nor Towers Construction reported as incone
the West Florida Gas rebate checks that had been issued in the
i ndi vi dual name of either Briggs or M. Mrris. On Cctober 20,

1994, Briggs and M. Morris were each convicted by the U S

3 WIliam Wbb (Wbb), an enpl oyee of West Florida Natural
Gas, Inc. (Wst Florida Gas), handled the part of the rebate
programin which Towers Construction Co. of Panama City, Inc.
(Towers Construction), was participating. Wbb, now deceased,
was M. Morris’ first cousin. In 1987 and 1988, Wbb enbezzl ed
bet ween $20, 000 and $100, 000 from West Florida Gas. In July
1989, Webb pled guilty to grand theft.

* The one exception relates to a $20, 445 check i ssued by
West Florida Gas to Towers Construction on Jan. 30, 1986, which
was deposited into Towers Construction’s bank account and then
split equally between Briggs and Sandra Morris (Ms. Mrris).
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District Court for the Northern District of Florida, pursuant to
section 7207 for willfully filing fal se Federal incone tax
returns for taxable years 1986, 1987, and 1988.

Before the concl usion of the crimnal proceedi ngs agai nst
Briggs and M. Morris, Towers Construction filed anmended i ncone
tax returns for at |east 1986 and 1987 reporting at |east sone
previously unreported gas rebate incone.® The anmended returns
i ncluded Schedul es K-1, Shareholder’s Share of Incone, Credits,
Deductions, Etc., reflecting that Briggs and Ms. Mrris were
al l ocated equal shares of all the gas rebate incone.
Petitioners filed amended individual income tax returns to
reflect the anounts of incone reported on the anmended Schedul es

K-1.6

5> On July 6, 1992, Towers Construction filed untinely
anmended tax returns for 1986 and 1987. The record contains no
anended return filed by Towers Construction for 1988. The
noti ces of deficiency, however, nmake reference to anended
Schedul es K-1, Shareholder’s Share of Incone, Credits,
Deductions, Etc., from Towers Construction for 1988, reflecting
corrected shares of gas rebate paynents, fromwhich we infer that
Towers Construction filed an anended return for 1988 reporting
previously unreported gas rebate incone.

6 On July 6, 1992, petitioners filed amended tax returns for
1986 and 1987. Briggs also filed an untinely 1988 return on July
6, 1992. The record contains no anended return for the Mrrises
for 1988. The notices of deficiency, however, appear to be
predi cated on petitioners’ having reported on anmended returns the
anounts of gas rebate incone reflected on the anended Schedul es
K-1 from Towers Construction, fromwhich we infer that the
Morrises filed an anmended return for 1988 reporting gas rebate
incone as reflected on the corrected Schedul es K-1
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In the notices of deficiency, respondent determ ned that
petitioners had ordinary incone fromthe gas rebate paynents in
the amounts that they actually received rather than in the
anounts reported on the corrected Schedul es K-1
Di scussi on

Petitioners do not dispute that they received ordinary
inconme fromthe West Florida Gas rebates, but they disagree with
respondent’s determnation as to the manner in which the incone
shoul d be all ocated between Briggs and the Morrises. On brief,
petitioners state that the issue is “whether the gas rebates
shoul d go through Towers Construction and pass through to the
petitioners equally or be divided according to whomthe checks
were made out.” Petitioners contend that the gas rebates were
earned by Towers Construction and should pass through to
Briggs and Ms. Mrris equally, each being a 50-percent
shar ehol der .’

Respondent replies first, in essence, that if petitioners
wanted the gas rebate paynents allocated in this manner, they
shoul d have done so when they first filed their returns, and
second, that respondent’s allocation “accurately reflects how

petitioners in fact treated the paynents.”

" Petitioners’ position has the effect of producing equal
and opposite adjustnents to the Mrrises’ and Briggs’
redet erm ned taxabl e i ncones.
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Nei t her party has offered any neani ngful |egal analysis.
The only citation of any legal authority by either party appears
in respondent’s opening brief, which cites wthout el aboration
section 61 for the proposition that petitioners had unreported
incone fromthe gas rebate paynents. As discussed bel ow, we
sustain respondent’s determ nation, but on different grounds.

The parties have stipulated in at |east 37 separate
nunbered stipulations that the gas rebates were “earned by
Towers Construction”. Two of the checks in question were nmade
payabl e to Towers Construction. W conclude that the gas rebate
paynments were gross incone to Towers Construction and shoul d
pass through to the sharehol ders--Briggs and Ms. Mrris—pro
rata; i.e., equally. See sec. 1366(a), (c).

Qur anal ysis does not end there, however, for the tax
treatment of S corporation sharehol ders takes into consideration
not only their pro rata shares of the corporation’s itens of
gross incone (the pass-through anobunts), but al so distributions
they receive fromthe S corporation. An S corporation’s
distributions to its shareholders nay give rise to gross incone
to the sharehol ders in excess of the pass-through anounts,
dependi ng upon a variety of considerations. See sec. 1368.

Here, the paynents of Towers Construction’s gas rebates to

Briggs and the Morrises represent, in substance, distributions of
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Towers Construction’s earnings to Briggs and Ms. Morris.8
Thus, we nust consider the tax treatnment of these distributions.

| f an S corporation has no accunul ated earnings and profits,
then a distribution is generally excluded fromthe sharehol der’s
gross incone to the extent of his or her adjusted basis in the S
corporation stock, and distributions in excess of the adjusted
basis are treated as gains fromthe sale or exchange of property.
See sec. 1368(b). Although the record is inconclusive on this
point, it appears nost likely that Towers Construction had no
accunul ated earnings and profits for the years in issue.® The
record is devoid of evidence, however, of Briggs’ and Ms.
Morri s’ adjusted bases in their Towers Construction stock.

Cenerally, a shareholder’s adjusted basis in S corporation stock

8 For this purpose, we treat distributions to M. Morris,
who was in effect a beneficial owner or coowner of the stock
nomnally held by Ms. Mrris, as being with respect to that
st ock.

° An S corporation my have accunul ated earnings and profits
froma variety of sources, including: (1) As a carryover from
years in which it was a C corporation before it becane an S
corporation, see Caneron v. Comm ssioner, 105 T.C. 380, 384
(1995), affd. sub nom Broadway v. Conm ssioner, 111 F. 3d 593
(8th Cr. 1997); (2) as S corporation earnings for taxable years
prior to 1983, see H Conf. Rept. 104-737, at 227 (1996), 1996-3
C.B. 741, 967; and (3) as the result of certain reorganizations
and the like involving the application of subch. Cto an S
corporation, as described in sec. 1371(c)(2), see Tobernan v.
Comm ssioner, T.C Menp. 2000-221. Towers Construction elected S
corporation status in June 1983. It appears that Towers
Construction was never a C corporation. Fromthe sketchy
information contained in the record, it seens nost |ikely that
Towers Construction was never involved in reorganizations and the
like within the neaning of sec. 1371(c)(2).
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is increased for his or her share of the pass-through anounts.
See sec. 1367(a)(1).' Consequently, we assune that Briggs and
Ms. Mrris’ adjusted bases in their stock included their pro
rata shares of Towers Construction’s gas rebate earnings. To
that extent, the distributions of the gas rebate paynents would
give rise to no additional gross inconme apart fromthe pass-
t hrough anmounts. Because petitioners have not shown and the
record does not otherw se establish any additional anobunts of
adj usted basis in their Towers Construction stock, distributions
i n excess of the pass-through anounts represent additional gross
income to Briggs and Ms. Mrris, which generally would be
treated as gains fromthe sale or exchange of property.! See
sec. 1368(b)(2).

Wthout further refinenment, this analysis would result in
Briggs and the Morrises having, for each taxable year in issue,

conbi ned redeterm ned gross incone fromthe gas rebate paynents

10 An anmpunt that is required to be included in the S
corporation’s gross inconme on the shareholder’s tax return is
taken into account under these basis-adjustnment rules only to the
extent “included in the sharehol der’s gross inconme on his return,
i ncreased or decreased by any adjustnent of such anmount in a
redeterm nation of the shareholder’s tax liability.” Sec.
1367(b)(1). Since we herein redeterm ne petitioners’ gross
i ncones to include shares of Tower Construction’ s gas rebate
i ncone, their adjusted bases would be increased accordingly.

11 For taxable years 1986 and 1988, this potential problem
affects only Briggs, to the extent he received nore than half of
the rebates. For taxable year 1987, this potential problem
affects only Ms. Mrris, to the extent the Mrrises received
nore than half of the rebates.
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exceedi ng the aggregate anount of gas rebate paynents nmade to

t hem each year. Although the rules governing the tax treatnent
of S corporation sharehol ders do not foreclose this result,
respondent has not sought this result either in the statutory
notice or at trial. 1In an attenpt to reconcile respondent’s
position in the statutory notices and at trial with the operation
of the relevant statutory provisions (which respondent has not
cited or alluded to), we construe respondent’s position as
reflecting a m sfounded concession that, for each taxable year in
i ssue, Briggs’ and Ms. Morris’ pass-through i ncones from Towers
Construction did not exceed the anobunt of paynents they each
actually received. Gving effect to this deened concession cures
the problemof attributing to petitioners aggregate amounts of
gross i ncone exceedi ng the aggregate anmount of the gas rebate
paynments, but opens the issue of the character of the gains
represented by distributions in excess of the pass-through
amounts (as deenmed conceded by respondent).?!? As previously

di scussed, under section 1368(b)(2), these excess distributions

12 For exanple, for taxable year 1986, the total gas rebate
paynents were $89, 175 ($50,677.50 to Briggs and $38,497.50 to the
Morrises), and each of them woul d have pass-through i ncone of
$44,587.50 (one half of $89,175), without regard to respondent’s
deened concession, which would Iimt the Mrrisses pass-through
income to $38,497.50. The question then arises as to the
character of the $6,090 of rebate paynments that Briggs received
in excess of his pass-through anount ($50,677.50 |ess
$44,587.50). Simlar considerations apply for each of the
taxabl e years in issue, with the character of the inconme in
excess of the pass-through anbunts becom ng an issue for the
Morrises for taxable year 1987 and for Briggs again for taxable
year 1988.
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generally would be treated as capital gains fromthe sale or
exchange of property. Petitioners, however, have not disputed
respondent’s characterization of the gas rebate paynents as
ordinary inconme to petitioners. Striving for even-handed
treatnent of geese and ganders, we deem petitioners to have
conceded this issue.

In sum after a | ong roundabout to apply the statutory
anal ysis that the parties have neglected to favor us with, we
sustain respondent’s determ nation on this issue.

| ssue 2. Basis in Towers Devel opnent

Backgr ound

Acqui sitions of Land for Devel opnent

On May 30, 1985, as part of its plan to develop the Qulf
Hi ghl ands project, Towers Devel opnent purchased 60 acres of |and
(the phase | land) from Mariners Cove of Panama City Beach, Inc.
(Mariners Cove).' This property, located in Bay County, Florida,
was to becone phase | of @ulf Hi ghlands. On the sane day, Briggs
and a business partner, John Lee Daniell (Daniell), purchased
from Mari ners Cove approxinmately 40 acres of land (the 40 acres)
adj acent to the phase | land. Eventually, part of the 40 acres
was to becone phase Il of GQulf Hi ghlands. To finance acquisition

of the 40 acres, Briggs and Daniell nade a $50, 000 cash

13 The record does not reveal the purchase price of the
phase | land or the manner in which Towers Devel opnent financed
t he purchase.
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downpaynment and gave Mariners Cove prom ssory notes and

i ndentures totaling $1, 550,000, with Mariners Cove retaining a
security interest in the 40 acres.

Loans From AM

In May 1985, Associ ated Mrtgage Investors (AM), a
Massachusetts real estate trust, sent Towers Devel opnent a
conmitnent letter evidencing AM’s intent to provide a $2.7
mllion construction line of credit and a $1.5 nillion
acqui sition and devel opnent | oan. The commtnent letter states
that the loan will be disbursed in accordance with the terns of a
line of credit construction | oan agreenent.

On May 31, 1985, Towers Devel opnent executed vari ous
docunents, including a real estate note and a nortgage and
security agreenent, evidencing the $2.7 mllion construction |line
of credit fromAM (the line of credit). The real estate note
states that Towers Devel opnent agrees to pay to AM, wth
interest, the principal sumof $2.7 mllion “or as nuch thereof
as may be disbursed fromtine to tinme.” The nortgage and
security agreenent gives AM a first priority security interest
in the phase | land and any inprovenents “now or hereafter”
| ocated on the land. The nortgage and security agreenent states

that in the event of default by Towers Devel opnent, AM nay take

4 The record does not contain the line of credit
construction | oan agreenent or otherw se establish its terns.
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possession of the collateral and receive the “rents, incones,
i ssues, and profits of the Collateral”, to be applied to the
anmount of the “secured indebtedness”, defined in the agreenent by
reference to the “indebtedness evidenced by the [real estate]
Note in accordance with the terns thereof”.

On May 31, 1985, Briggs and Daniell executed a personal
guaranty with respect to the line of credit, agreeing that “if
the Debt is not paid by * * * [Towers Devel opnent] when due,

* * * [Briggs and Daniell] will immedi ately do so.” AM also
intended to require M. Morris’ personal guaranty, but because of
his past credit problens, his name was struck fromall docunents.

Also on May 31, 1985, Briggs and Daniell executed a nortgage
and security agreenent in favor of AM, evidencing the $1.5
mllion acquisition and devel opnent |oan for the 40 acres. The
| oans from AM to Towers Devel opnment and to Briggs and Dani el
were cross-col lateralized. That is, default under either
nort gage woul d be deened to constitute a default under the other
nortgage, so that AM could exercise its security interest with
respect to the property collateralizing either nortgage. In the
event of default on the Towers Devel opnent | oan, however, AM was
subordinated to Mariners Cove’'s security interest in the 40
acres.

To secure its nortgage interest with respect to its loans to

Tower s Devel opnment and to Briggs and Daniell, AM filed two
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separate Uni form Comrerci al Code Financing Statenents in Bay
County, Florida, listing Towers Devel opnent as the debtor on the
| oan made directly to Towers Devel opnent, and listing Briggs and
Daniell as the debtors on the other |oan.

On Cctober 15, 1985, AM provided Towers Devel opnent a $1
mllion increase to the existing $2.7 mllion line of credit.
Agai n, Briggs and Daniell executed a guaranty in favor of AM for
t he | oan.

As additional collateral for the $1 million | oan increnent
fromAM, Inperial Pines Devel opnent Corp. (Inperial Pines)--a
Fl orida corporation owned equally by Briggs and Ms. Morris—
conveyed to AM a nortgage deed with respect to an office
building it owned in Bay County, Florida. The agreenent provided
that AM woul d release its security interest in the Inperial
Pi nes property when Towers Devel opnent repaid the $1 million |oan
increment. At sone unspecified date, AM released its security
interest in the Inperial Pines property.

On April 29, 1986, Briggs and Daniell sold to Towers
Devel opnment part of the 40 acres adjacent to the phase | | and.

On the sanme date, AM sent a commtnent letter to Towers

Devel opnent, evidencing an intention to provide a $3.9 nillion

| oan to Towers Devel opnent for the construction of 158 town house
units. The commtnent letter stated that the | oan woul d be

guaranteed by Briggs and Daniell, and required as additional
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collateral that Towers Devel opnent pledge a certificate of
deposit in the amount of $208, 000, the pledge to remain in effect
until the sale of 70 town house units. At sone unspecified date,
Briggs assigned to AM a certificate of deposit in the anmount of
$138, 666. 66 i ssued by First Anerican Bank and Trust.?®

Towers Devel opnent’s Use and Repaynent of AM Loan Proceeds

On all its financing agreenents with Towers Devel opnent, AM
specified that Towers Devel opnent was to use the | oan proceeds
for purposes that included purchasing | and and funding the
devel opment and construction of phases | and Il of the Gulf
Hi ghl ands project. Wth respect to the loans to Towers
Devel opment, AM paid the | oan proceeds directly to Towers
Devel opnent. On its corporate books, Towers Devel opnent reported
the I oans as being from AM and not from sharehol ders.

Tower s Devel opment nmade all | oan repaynents, including
principal and interest, not only on its own |oans, but also on
AM’'s |loans to Briggs and Daniell. Towers Devel opnent nmade
paynments to AM as it sold town house units at Gulf Hi ghl ands.
Nei t her petitioners nor Daniell nmade any paynents on the AM
| oans. AM never required Briggs or Daniell to honor his
personal guaranty or to surrender assets used as collateral for

the |l oans to Towers Devel opnent.

15 The record does not explain the apparent discrepancy
bet ween the amount of the certificate of deposit as required in
the coomtnent letter and the anount actually assigned by Briggs.



New Constructi on Loan

At sonme point, AM stopped funding the construction | oan.
Thereafter, Towers Devel opnent conpleted the Gulf Hi ghl ands
project with funds provided by various sources, including Towers
Construction, Inperial Pines, and other conpanies, as well as by
a new construction loan. The new construction |oan, in the
anount of $1,947,000, was made on June 30, 1987, by First Federal
Savi ngs & Loan Association of Panama City, Florida (First
Federal ), to Briggs, Daniell, Towers Devel opnent, and Towers
Construction. Under the terns of the construction | oan
agreenent, First Federal was to provide periodi c advances based
on the percentage of conpletion of the construction project, as
determ ned by First Federal. The borrowers agreed to receive the
advances and to hold them “as a trust fund for the purpose of
payi ng the costs of construction of the Inprovenents * * * and
for no other purpose.” Towers Devel opnent nmade all of the | oan
paynments, including principal and interest, to First Federal.
Briggs, the Morrises, Daniell, and Towers Construction made no
| oan repaynments to First Federal

Not taking into account any adjustnent relating to AM’s
| oans to Towers Devel opnent, petitioners’ bases in their Towers

Devel opnent stock for the years in issue were as foll ows:



1986 1987 1988
Bri ggs $581 $87, 106 $210, 142
The Morri ses 581 1, 106 199, 490

For each of the taxable years 1986, 1987, and 1988,
petitioners each clainmed, and respondent disall owed, pass-through
| osses from Towers Devel opnment in excess of the basis anpbunts
stated above.

Di scussi on

The question, as franed by the parties, is whether, for
pur poses of determning the pro rata shares of Towers Devel opnent
| osses that petitioners may take into account under section
1366(d), petitioners had bases in their Towers Devel opnent stock
attributable to the construction |oans that AM nmade directly to

Towers Devel opnent. Relying on Selfe v. United States, 778 F.2d

769, 772 (11th Cir. 1985), petitioners argue that because they
were personally liable with respect to these construction | oans,
guaranteed them and pl edged certain assets to AM, their bases
in their Towers Devel opnment stock shoul d include all ocable shares
of these construction |loans. Disputing petitioners’ factual
prem ses and distinguishing Selfe on its facts, respondent argues
t hat because petitioners made no econom c outlays with regard to
t hese construction | oans, they are entitled to no increased bases
t heref rom

An S corporation sharehol der generally nust take into

account a pro rata share of the corporation’s incone, |osses, and



- 20 -

deductions. See sec. 1366(a). The aggregate anount of
deductions and | osses that the taxpayer nay take into account
generally is limted, however, to the sumof: (1) The adjusted
basis of the shareholder’s stock in the S corporation, and (2)
t he sharehol der’ s adjusted basis in any i ndebtedness owed by the
corporation to the shareholder. See sec. 1366(d)(1).1®

Petitioners have failed to establish what bal ance, if any,
was outstanding with respect to the line of credit, or
enhancenents thereof, between AM and Towers Devel opnent as of
each taxable year in question. AM was to nmake | oan
di sbursenents to Towers Devel opnent in accordance with a |line of
credit construction | oan agreenent, but petitioners have put into
evidence neither the line of credit construction | oan agreenent
nor other evidence that would credibly establish the amounts and
dates of disbursenents nade by AM under the line of credit.

AM extended the line of credit to Towers Devel opnent in My

1985. One of petitioners’ wtnesses, Janmes Querino (Guerino), a

1 For the years in issue, the regul ations provide that
adjustnents to the basis of a shareholder’s stock and to the
basi s of indebtedness of an S corporation to a sharehol der “nust
be determned in a reasonabl e manner, taking into account the
statute and the legislative history.” Sec. 1.1367-3, Incone Tax
Regs. For the years in issue, return positions are deened
reasonable if consistent with the regulatory rule, expressly
applicable to taxable years of corporations beginning on or after
Jan. 1, 1994, that adjustnments to the basis of a shareholder’s
stock and to the basis of indebtedness are generally determ ned
as of the close of the corporation’s taxable year and are
generally effective as of that date. See secs. 1.1367-1(d)(1),
1.1367-2(d)(1), and 1.1367-3, Inconme Tax Regs.
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former enpl oyee of AM, testified: “I think the initial
di sbursenment on the $2.7 million loan was right at $1 mllion.”
There is no evidence what di sbursenents remai ned outstandi ng as
of Decenber 31, 1986, or at any other particular tinme. Guerino
testified that “all nonies to be paid on that | oan would be
received as [@lf H ghlands town house] units were sold.” The
record does not indicate when town house units were sold or for
what anounts. Nor does the record indicate that any outstanding
bal ance was due on the AM construction | oan when AM st opped
funding the line of credit at sone unspecified date, presumably
before June 30, 1987, when Towers Devel opnent secured a new
construction line of credit with First Federal.! Consequently,
not only does the record fail to establish the outstanding
bal ance of the line of credit during 1986, 1987, or 1988; the
record does not even establish that the AM line of credit
remai ned in force after June 30, 1987.

The burden of proof is on petitioners. See Rule 142(a).
We cannot assune that the many gaps in the evidence support
i nferences favorable to petitioners; to the contrary, the usual

inference is that the m ssing evidence woul d be adverse. See

7 The record indicates that AM's security interest in the
| nperial Pines property—which served as collateral for the Cct.
16, 1985, $1 million extension on the original $2.7 mllion line
of credit—was released at sone unspecified date, fromwhich we
infer that the $1 nmillion | oan extension was in fact repaid.
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Pol I ack v. Conm ssioner, 47 T.C. 92, 108 (1966), affd. 392 F. 2d

409 (5th CGir. 1968).

Even if we were to assune, for sake of argunent, that there
exi sted sone anount of outstandi ng i ndebtedness on the |ine of
credit between AM and Towers Devel opnent as of any taxabl e year
in question, petitioners have not established that their Towers
Devel opnent stock bases should be increased as a result of any
such indebtedness. AM nade the loans directly to Towers
Devel opnment, which made all repaynents, including principal and
interest. Towers Devel opnent nmade every paynment to AM out of
funds received fromthe sale of town houses. Petitioners nmade no
econom c outlays with regard to the loans in question.?8

This Court and various Courts of Appeals have held generally
that a sharehol der’s guaranty of a corporate |oan cannot increase
t he sharehol der’ s stock basis absent an econom c outlay by the

sharehol der. See Estate of Leavitt v. Conm ssioner, 90 T.C 206

(1988), affd. 875 F.2d 420 (4th Gr. 1989), and cases cited

therein. The Court of Appeals for the Eleventh GCrcuit has held

8 Petitioners argue that Briggs and Daniell were primary
makers on the June 30, 1987, construction line of credit from
First Federal and suggest that the | oan proceeds were used to pay
off the AM construction line of credit to Towers Devel opnent.
The record clearly indicates, however, that the First Federal
| oan di sbursenents were to be made only as construction
progressed on Gulf Highlands, and that these di sbursenments were
to be used solely to pay construction costs. Furthernore, as
previ ously discussed, the record does not establish that there
was any outstandi ng bal ance on the AM construction |ine of
credit when the First Federal |oan was obtai ned.
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that, in sone circunstances, a sharehol der guaranty may be
treated as an equity investnment where the facts denonstrate that
“in substance, the sharehol der has borrowed funds and

subsequent |y advanced themto her corporation.” Selfe v. United

States, 778 F.2d at 773. Under this approach, a key factor is
whet her “the | ender | ooks to the shareholder as the primary
obligor.” 1d. at 774. The Court of Appeals for the Eleventh
Circuit has indicated, however, that it is only “unusual sets of
facts that would | ead us to conclude that the substance of * * *
[a | ender’s] loans * * * [would] not equal their form” Sleimn

v. Comm ssioner, 187 F.3d 1352, 1359 (11th Cr. 1999), affg. T.C

Meno. 1997-530.

Because appeal of our decision would generally lie in the
Court of Appeals for the Eleventh Crcuit, we nust deci de whet her
Selfe would conpel a holding for petitioners on this issue.?!®

The facts do not indicate that petitioners borrowed the
funds in issue fromAM and subsequently advanced themto Towers
Devel opment. To the contrary, AM nade the loans directly to
Towers Devel opnent, identifying Towers Devel opnent as the debtor
inits Uniform Comrercial Code Financing Statenents relating to

the loans in question. AM designated how Towers Devel opnment

19 W are constrained to follow, if it is directly on point,
a holding of the Court of Appeals for the Eleventh Crcuit, to
whi ch our decision is appealable. See Golsen v. Conmm ssioner, 54
T.C. 742 (1970), affd. 445 F.2d 985 (10th Gr. 1971).




- 24 -
could use the funds. Towers Devel opnent reported the loans in
its corporate books as loans fromAM to Towers Devel opnent.

AM | ooked primarily to Towers Devel opnent for repaynment of
the loans in question. Towers Devel opnent put up val uabl e
collateral, in the formof a security interest in the Gulf
Hi ghl ands project. As far as the record reveals, it was this
collateral that AM primarily relied upon in extending the line
of credit to Towers Devel opnent. Al though Briggs al so pl edged
significant collateral, including the $138, 666.66 certificate of
deposit and his interest in the 40 acres that cross-
collateralized AM’'s |l oans to Towers Devel opnent and to Briggs
and Daniell, the record does not establish that Towers
Devel opnment woul d have primarily relied upon this collateral as
security for the line of credit.? Querino testified that AM did
not require nore collateral fromindividuals in part because of
the sufficiency of the collateral that Towers Devel opnent had put
up in the formof the @ulf Hi ghlands property: “if they build on

there and were to rent units, * * * any of the collateral that

20 James G@uerino (Guerino) testified that “W took, |
believe, sonme life insurance policies — paid-up |ife insurance
policies on the principals.” Such collateral is not described in
any of the |l oan docunents in the record, however, and Guerino’ s
own testinmony is too indefinite on this point to convince us that
petitioners provided any such collateral, or if they did, what
the value of such policies m ght have been.
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came fromthose units in the formof rent, * * * et cetera, we
were entitled to.”

Al though CGuerino testified that AM “woul d not have | oaned
to * * * [Towers Devel opnment] on the strength of that conpany’s
assets”, we are not persuaded that AM | ooked primarily to
petitioners as the primary obligors. “It is not surprising that
a lender of a loan to a small, closely held corporation
* * * would seek the personal guaranty of the corporation’s

sharehol ders” or require themto pledge collateral. Spencer v.

Commi ssioner, 110 T.C. 62, 86 (1998), affd. w thout published

opinion 194 F. 3d 1324 (11th Gr. 1999). As CGuerino’'s testinony
al so makes clear, AM |ooked to the operating assets of Towers
Devel opnment, particularly the cash-flow fromthe Gulf Hi ghl ands
project, for repaynent of cash disbursenents under the |ine of
credit. In light of these circunstances, it seens nost |ikely
that the cross-collateralization of AM’s |loan to Towers

Devel opnent and to Briggs and Daniell was neant to enhance AM’s
security interest in the loan to Briggs and Daniell, rather than
the other way around. This conclusion is bolstered by the fact
that AM was subordinated to Mariners Cove in its security
interest in the 40 acres that was the primary security for the

|l oan to Briggs and Daniell.

Unlike Selfe v. United States, supra at 769, this is not a

case where the |l ender nmade | oans to the corporation as renewal s
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of loans originally nmade to the individual shareholder in his or

her individual capacity. See Spencer v. Conm Ssioner, supra at

84-85. Indeed, the Mrrises did not even personally guarantee
the loans in question.? Although Briggs, together with Daniell
personal | y guaranteed the | oans, he nmade no econonm c outlay that
entitled himto add to his basis in his Towers Devel opnent stock.
Mor eover, petitioners have not treated the | oans in question as
personal |oans by themto Towers Devel opnent. They have not
reported Towers Devel opnent’s interest paynents as constructive
di vi dends, nor have they clained any interest deductions with
respect to the loans. See id. at 86.

In sum unlike Selfe v. Conm ssioner, 778 F.2d at 769, the

i nstant case does not present one of the “unusual sets of facts”
that would |l ead us to believe that the substance of the
transactions in question was unfaithful to their form Sl eiman

V. Conm ssioner, 187 F.3d at 1359. On the basis of all the

evidence in the record, we conclude and hold that AM | ooked to

Tower s Devel opnment as the primary obligor on the loans in

2l In fact, AM nandated that M. Mrris’ name be renoved
fromthe | oan docunents because he had a poor credit history.
| nperial Pines Devel opnent Corp., which Ms. Mrris owed with
Briggs, pledged property to AM to secure additional financing
for Towers Devel opnent. At sone unspecified date, however, this
security was rel eased when Towers Devel opnent repaid the | oan.
There is no evidence that AM | ooked to Ms. Morris individually
for repaynent.
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guestion, and the |l oans that AM nade to Towers Devel opnent did
not increase petitioners’ stock bases in Towers Devel opnment.
We sustain respondent’s determ nation on this issue.

| ssue 3. Treatnent of Sale of Land Held in Joint Venture

Backgr ound

In 1983, Briggs, M. Mrris, and Daniell agreed orally to
forma joint venture to develop and sell real estate in Panama
City Beach, Florida (the joint venture). M. Mrris was to
direct construction, Briggs was to handl e negoti ati ons, and
Daniell was to handle sales. None of them put any noney into the
joint venture. They agreed to share net profits equally, one-
third each. Because of previous credit problens, M. Mrris
could not hold property in his individual nane. Consequently,

Bri ggs conducted all transactions in his name both for hinself
and for M. Morris.

As part of their joint venture, Briggs, M. Mrris, and
Dani el | worked together on at |east three different projects—the
CharBett Motel, a property known as Holiday Point, and Qulf
Hi ghl ands.

As previously discussed, in May 1985, Towers Devel opnment
bought the 60 acres of phase | |and, and Briggs and Dani el
purchased the adjacent 40 acres in their individual nanes.
Omnership of the 40 acres was split two-thirds to Briggs and one-

third to Daniell, with Briggs and M. Mrris agreei ng pursuant to
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a gentlenen’s agreenent to split Briggs share 50-50 between
t hem

On July 20, 1985, Briggs, M. Mrris, and Daniell executed a
“letter agreenent” which states that its purpose was to “reaffirm
t he agreenent” between the three of themregardi ng these
purchases of real estate. Wth regard to the phase |I land, the
letter states the three of themwere to share equally in net
profits fromthe constructi on and devel opnment of Qulf Hi ghl ands
by Towers Devel opment. Wth regard to the adjacent 40 acres, the
letter states: “Any further developnent * * * is also to be
equal ly shared anong * * * [Briggs, M. Mrris, and Daniell].

All three will share in residual rights, re: tel ephone, cable
tel evi sion, and devel opnent of commercial properties.”

On April 25, 1986, after various business di sagreenents,
Briggs, M. Mrris, and Daniell, with the assistance of outside
counsel, executed a witten joint venture agreenent. The witten
agreenent states that they each have a one-third interest in the
joint venture. The witten agreenent describes the purpose and
character of the joint venture as foll ows:

The purpose and character of the business of the

Venture shall be to engage (i) in real estate

activities, (ii) in any related activity associ ated

with any specific project devel oped by the Venture

* * ¥ Such real estate activities shall include w thout

limtation the acquisition, design, construction, ownershinp,

devel opnent, nmarketing, |easing and sal e of conmmerci al

property, townhouses, beach resort property, including
without Iimtation those beach resort devel opnents known as
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@ul f Hi ghlands Project and all activities necessary and
proper to acconplish the foregoing activities.

The witten agreenent further describes the managenent and
control of the joint venture s activities as foll ows:

All decisions of the Venture relating to the commencenent,

desi gn, devel opnent, managenent, financing, pledging,

nort gagi ng, disposition or marketing of any project or

busi ness activity of the Venture * * * shall be made only

wi th the unani nous consent of * * * [Briggs, M. Mrris, and

Daniell].

On April 24, 1986, one day before the execution of the
witten joint venture agreenent, Briggs and Daniell sold a smal
portion of the 40 acres to Sunshine-Jr. Stores, Inc., an
unrelated third party. On April 29, 1986, Briggs and Dani el
sold the nmuch larger, remaining portion of the 40 acres to Towers
Devel opnent, which thereafter developed it as phase Il of Gulf
Hi ghl ands.

Later in 1986, Daniell had a further dispute with Briggs and
M. Mrris. In aletter to Briggs and M. Mrris dated Septenber
5, 1986, Daniell recited various grievances regarding the
handl i ng of several of the joint venture's real estate
activities. The letter notes that “In the fall of 1983 at the
Boar’ s Head Restaurant, the three of us verbally agreed to begin
a Joint Venture on Panama City Beach where all of us would

participate equally in all profits generated fromall real estate

activities on the beach.”



- 30 -

On July 16, 1988, Daniell ended his business relationship
with Briggs and M. Mrris by selling them his undivided interest
in the joint venture.

On their 1986 individual Federal incone tax returns, Briggs
and the Morrises each reported the sales of their one-third
interests in the 40 acres as long-termcapital gains. ??
Respondent determ ned that the gain was ordinary incone.

Di scussi on

Petitioners argue that the 40 acres was a capital asset
because it was “purchased for investnent purposes in their
i ndi vidual nanes, and not in the joint venture’s nane.” They
argue that the 40 acres was not held or offered for sale in
petitioners’ trade or business. Respondent argues that the 40
acres was held by the joint venture as part of its trade or
busi ness of acquiring and devel oping real estate, and
consequently was not a capital asset.

Section 1221 defines “capital asset” generally as any
property held by a taxpayer, with certain exceptions, including
property held by the taxpayer primarily for sale to custoners in
the ordinary course of his trade or business, and real property

used in the taxpayer’'s trade or business. See sec. 1221(1) and

22 On their respective Schedules D, Capital Gains and
Losses, Briggs and the Morrises each reported a single sale of a
one-third interest in land, with a sale price of $363, 333 and
basis of $209, 980.



- 31 -
(2). Section 1231 mandates capital gain treatnment for certain
gains and | osses recogni zed on the sale of property used by the
taxpayer in a trade or business, even if the property was not
otherwi se a capital asset, but provides that property used in the
trade or business excludes, anong ot her things, property held by
the taxpayer primarily for sale to custonmers in the ordinary
course of his trade or business. See sec. 1231(b)(1)(B); see

also S &H Inc. v. Commissioner, 78 T.C. 234, 241 (1982).

Resol ution of this issue, then, depends on whet her
petitioners, through their joint venture, held the 40 acres
primarily for sale to custoners in the ordinary course of
business. If they did, the land was not a capital asset. The
guestion is a factual one. The burden of proof is on
petitioners. See Rule 142(a).

In 1983, Briggs, M. Mrris, and Daniell entered into a
joint venture to participate equally in profits generated from
real estate activities. As reflected in the July 20, 1985,
“letter agreenent”, the joint venture specifically included
devel opnent of phase | of Gulf H ghlands as well as future
devel opnent of the adjacent 40 acres as phase Il of Qulf
Hi ghl ands. As reflected in the April 25, 1986, witten joint
venture agreenent, the joint venture' s real estate activities

were intended to include all aspects of acquiring, devel oping,
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and selling commercial property, including the Gulf H ghl ands
resort.

Petitioners argue that the 40 acres was acquired as a
passive investnent and that the devel opnent activities of Towers
Devel opnent should not be attributed to them The record is
cl ear, however, that fromthe outset, Briggs, M. Mrris, and
Dani ell had a preconceived plan to devel op both the phase | | and
acquired by Towers Devel opnent and the adjacent 40 acres, and to
split net profits therefromequally as part of their joint
venture. Briggs testified that the acquisition by Towers
Devel opnent of the 100 acres maki ng up phase | and the
acquisition by Briggs and Daniell of the adjacent 40 acres were

structured as separate transactions for tax reasons.? About 13

2 On direct exam nation, Briggs testified as foll ows:

Q Wien you bought this property, did you consult your
accountants about the transaction?

A.  They recomended that we structured [sic] it that way.
They said-—-and |’ m paraphrasing this and | may not be
exactly right. 1t was a long tine ago. They said, Wll, if
you buy it over here—one piece over here--you ve got one
entity—and this other one here is a different entity, when
you get-—if this different entity causes sonme action that
causes the value of the land to go up, you know, and you
buy—the other entity goes and buys it for the real value of
the land, as it went up, but the second one didn't work,
well, then you d be stuck with the | and.

But anyway, that would be qualified for what they said
was |long-termcapital gain, and you' d pay | ess taxes.
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nmont hs after they acquired the 40 acres, Briggs and Daniell sold
it for substantially nore than they paid for it. Mst of the 40
acres was sold to Towers Devel opnent, which then proceeded to
build and sell town house units.

Pursuant to the joint venture agreenent as nenorialized in
the April 25, 1986, witten agreenent, Briggs, M. Mrris, and
Daniell controlled all decisions relating to any business
activity of the joint venture, including the Gulf Hi ghlands
project. On the basis of all the evidence, we concl ude that
Tower s Devel opment acted as the joint venture's agent in carrying
on the joint venture's trade or business of acquiring,
devel oping, and selling real estate. This conclusion is
bol stered by the fluid nature of the formal ownership
arrangenents, whereby Towers Devel opnent was nom nally owned by
Briggs and Ms. Mrris, the 60 acres was nom nally owned by
Towers Devel opnent, and the 40 acres was nom nal ly owned by
Briggs and Daniell, even though the joint venture agreenent
clearly contenplated that Briggs, M. Mrris, and Daniell were to
own equal profits interests in all activities relating to these
properties.

We are convinced that the joint venture intended fromthe
outset to develop or sell the 40 acres in the ordinary course of
its trade or business, pursuant to the terns of the joint venture

agreenent as nenorialized in the July 20, 1985, letter agreenent
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and in the April 25, 1986, witten agreenent.? W concl ude that
the acquisition of the 40 acres in the nanes of Briggs and
Daniell, on the sane date that Towers Devel opnent acquired the
phase | land fromthe same seller, and the disposition of the 40
acres about a year |ater were part of a preconceived, tax-
notivated plan by the joint venture to avoid ordinary incone

treatnent of gains realized fromappreciation of the 40 acres as

phase | of @l f Highlands progressed. See Boyer v. Conm Ssioner,

58 T.C. 316, 324 (1972); cf. Ackernman v. United States, 335 F.2d

521 (5th Gir. 1964).

A joint venture conducting a business operation is taxable
as a partnership unless it is a trust, estate, or association.
See sec. 301.7701-3(a), Proced. & Adm n. Regs. Here, the joint
venture was not a trust or estate and had not elected to be taxed
as an association; therefore, it is taxed as a partnership. See

id.; see also sec. 761(a) (the term “partnership” includes a

24 On direct exam nation, M. Mrris testified as foll ows:

Q What was your intent with respect to this property—
this 40 acres that you acquired with M. Briggs and M.
Daniell? Wat were you going to do wth the property?

A We was [sic] going to develop it out into townhouses
and comerci al property.

Q Were you planning to develop it in your own nane or as
a joint venture?

A As a joint venture.
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joint venture through which any business or venture is carried
on, and which is not a corporation, trust, or estate). The
nature of an itemof incone, gain, |oss, deduction, or credit is
determned in the hands of the partnership before distribution to

the partner. See sec. 702(b); Podell v. Conm ssioner, 55 T.C

429, 432-433 (1970). Here, the trade or business of the joint
venture included the acquisition, devel opnent, and sale to
custoners of real estate. Consequently, the 40 acres did not
constitute a capital asset, and the incone realized by the joint
venture on the sale of the 40 acres was ordinary incone. See

Podel |l v. Commi ssi oner, supra at 433.

We sustain respondent’s determ nation on this issue.

| ssue 4. Deductibility of Liability Under Letter of Credit

Backgr ound

On August 16, 1988, Towers Construction entered into a
contract (the construction contract) with Key Wst Polo C ub
Apartnments, Ltd. (Key West Polo), to build apartnents in Key
West, Florida. Because of poor credit, Towers Construction was
unabl e to secure bonding. On August 22, 1988, Col unbus Bank &
Trust Co. of Colunbus, Georgia (CB&T), established with Towers
Construction a $460,000 irrevocable letter of credit (the letter

of credit), which states that it was given in lieu of Towers
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Construction’s furnishing a perfornmance bond to Key Wst Polo
with regard to the construction contract. 2

On June 19, 1989, Key West Polo sent Towers Construction a
notice of default on the construction contract, alleging that Key
West Pol o had di sbursed $3,473,900.48 directly to Towers
Construction, relying upon Towers Construction’s representations
that “you have paid all bills for material and supplies as well
as all subcontractors and | abor out of funds requested by you and
paid by us.” The notice of default states that Key Wst Pol o had
been advi sed by various suppliers and subcontractors that “there
are consi derabl e bal ances past due that were to have been paid
with funds you received fromus”.

On July 26, 1989, Key West Polo notified CB&T that Towers
Construction had breached the construction contract and requested
CB&T to pay Key West Pol o $460, 000 agai nst the letter of credit.
Towers Construction attenpted unsuccessfully to enjoin CB&T from
maki ng paynent to Key West Polo. Although Towers Construction
continued to dispute its liability to Key West Pol o, CB&T paid
$460, 000 to Key West Pol 0.2 Towers Construction stopped work on

the construction contract and filed a claimof |ien against Key

2 |In consideration for the letter of credit, Colunbus Bank
& Trust Co. (CB&T) was to receive a share of profits fromthe
construction project.

26 The record does not reveal the exact date of the paynent
by CB&T to Key West Pol o.
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West Polo. Litigation ensued between Towers Construction and Key
West Pol o over the validity of the claimof lien as well as other
matters relating to the construction contract. The litigation
was not concluded until 1992.%

On its 1990 Form 1120S, Inconme Tax Return for an S
Corporation, Towers Construction deducted $460,000 relating to
the letter of credit paynent as part of cost of goods sold,
giving rise to a reported 1990 net operating |oss for Towers
Construction. Briggs and the Mrrises filed amended 1987
i ndi vidual inconme tax returns, each claimng net operating |oss
carryback deductions arising fromthe pass-through of the clained
1990 Towers Construction net operating | oss.

Di scussi on

Petitioners argue that in 1990 Towers Construction incurred
a |l oss of $460,000 as a result of CB&T' s paynent to Key West Pol o
against the letter of credit and that this anmount is deductible
pursuant to section 162 as a cost of goods sold because Towers
Construction used the noney to pay bills for materials, supplies,
subcontractors, and | abor.

Respondent argues that Towers Construction is not entitled

to deduct (and thus petitioners are not entitled to carry back

2T The record indicates that Towers Construction ultimtely
lost its lien but does not otherw se establish how this
litigation may have affected any effort by Towers Construction to
recover the $460, 000 paid out by CB&T on the letter of credit.
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any resulting net operating loss attributable to) any | osses
associated with the $460,000 letter of credit paynment because:
(1) Petitioners failed to substantiate the deduction; and (2) the
clainmed | oss arose froma contingent liability that was not
determ ned until 1992, when the litigation between Towers
Construction and Key West Pol o was concl uded.

Cost of goods sold is not a deduction within the neaning of
section 162(a) but instead is subtracted fromgross receipts in

determ ning a taxpayer’s gross inconme. See Max Sobel Whol esale

Li qguors v. Comm ssioner, 69 T.C 477 (1977), affd. 630 F.2d 670

(9th Gr. 1980); sec. 1.162-1(a), Inconme Tax Regs. Taxpayers
must show their entitlenment to anmounts cl ai ned as cost of goods
sold, see Rule 142(a), and nust keep sufficient records to
substantiate the cost of goods sold, see sec. 6001; Newran v.

Conmi ssioner, T.C. Menp. 2000-345.

Petitioners have failed to docunent Towers Construction’s
gross sales or to substantiate any expenses or costs relating to
any gross sales. Accordingly, petitioners have failed to
establish that Towers Construction is entitled to claimcost of
goods sold or, if it is, what the proper anmount of cost of goods
sold m ght be.

Petitioners have also failed to establish that the anmount in
dispute is allowable as an ordi nary and necessary business

expense under section 162(a). Pursuant to the letter of credit,
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CB&T paid Key West Pol o $460, 000 to di scharge Key Wst Pol o’ s
cl ai m agai nst Towers Construction relating to prior advances.
CB&T becane subrogated to the rights of Key West Polo and had a
ri ght of reinbursement from Towers Construction.?® Thus, CB&T
stood in the shoes of Key Wst Pol o, and Towers Construction’s
liability to repay CB&T was akin to its liability to repay Key
West Polo its advances. Cearly, liability to repay an advance,
particularly one never taken into gross inconme in the first
i nstance, does not give rise to a deductible expense under

section 162 or otherwi se.?® See Crawford v. Conm ssioner, 11

B.T.A 1299, 1302 (1928).
In light of our disposition of this issue, we need not reach

respondent’s alternative argunment that Towers Construction’s

28 Applicable Florida | aw recogni zes two types of
subr ogati on— conventi onal subrogation, which arises from
contractual rights between parties, and equitable or |egal
subrogation, which arises fromlegal consequences of the acts and
rel ati onships of the parties. See Dade County Sch. Bd. v. Radio
Station WBA, 731 So. 2d 638, 646 (Fla. 1999). Although the
distinction is not significant for present purposes, it appears
nost |ikely that conventional subrogation arose fromthe
contractual rights between CB&T and Towers Construction regarding
the letter of credit.

2% The record does not suggest that Towers Construction or
petitioners ever included the $460, 000 advance in gross incone.
Petitioners have not raised, and we do not reach, any issue as to
whet her Towers Construction’s liability to CB&T shoul d be
deducti bl e as an anount previously taken into gross incone by
Towers Construction under a claimof right when it received the
advances from Key West Polo. Cf. sec. 1341(a)(1l) (in conputing
tax where the taxpayer repays anounts held under claimof right,
the renmedi al mechani sm of sec. 1341 applies only if the item was
included in gross incone for prior years).
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liability to CB&T is a nondeductible contingent liability under
section 461(f).*

We sustain respondent’s determ nation on this issue.

lssue 5. Additions to Tax for Late Filing

Briggs untinely filed his 1986, 1987, and 1988 i ndi vi dual
Federal incone tax returns on April 28, 1988, February 7, 1990,
and February 7, 1990, respectively. The Mrrises untinely filed
their 1986, 1987, and 1988 individual Federal incone tax returns
on May 19, 1988, February 13, 1990, and February 13, 1990,
respectively. Respondent determined that petitioners are liable
for additions to tax pursuant to section 6651(a)(1l) for the late
filing of their 1986 and 1987 Federal inconme tax returns.?3

Section 6651(a)(1l) inposes an addition to tax if a required

return is not filed on or before its due date, unless it is shown

30 Respondent has not raised, and we do not reach, any issue
as to whether the deductions in issue are subject to the
[imtations of sec. 461(h), which provides that certain
deductions cannot accrue until there has been “econom c
performance” with respect to the item W note, however, that
the record does not conclusively establish that Towers
Construction ever reinbursed CB&T for its $460, 000 paynment to Key
West Pol o against the letter of credit, or if it did, exactly
when. M. Morris testified that Towers Devel opnent (rather than
Towers Construction) repaid the $460, 000 out of proceeds of one
of its devel opnents.

31 Al though the parties have stipulated that petitioners
filed their 1988 individual Federal inconme tax returns |ate,
respondent has not asserted sec. 6651(a)(1l) additions to tax with
regard to the 1988 returns.
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that the failure to file is due to reasonabl e cause and not
w Il ful neglect.

Petitioners concede that their 1986 and 1987 Federal incone
tax returns were filed late. On brief, petitioners argue that
they are not liable for the section 6651(a)(1l) addition to tax
because they reasonably relied on their accountants, who charged
much and performed poorly. Al though acknow edgi ng that “The tax
| aw does not recognize that the delegation of this responsibility
constitutes reasonable cause for not filing”, petitioners argue
that the |aw shoul d be ot herw se.

We decline petitioners’ invitation to revisit |egal
principles that by their own adm ssion are well established. As

stated by the Suprenme Court in United States v. Boyle, 469 U. S.

241, 249-252 (1985):

Congress has placed the burden of pronpt filing on the
* * * [taxpayer], not on sonme agent or enployee of the
* * * [taxpayer]. The duty is fixed and clear; Congress
intended to place upon the taxpayer an obligation to
ascertain the statutory deadline and then to neet that
deadl i ne, except in a very narrow range of situations.

* * * * * * *

It requires no special training or effort to ascertain
a deadline and nmake sure that it is net. The failure to
make a tinmely filing of a tax return is not excused by the
taxpayer’s reliance on an agent, and such reliance i s not
“reasonabl e cause” for a late filing under sec. 6651(a)(1).

We sustain respondent’s determ nation on this issue.
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| ssue 6. Additions to Tax for Fraud

Backgr ound

As di scussed supra, on their tax returns as originally filed
for each year in issue, petitioners omtted fromgross incone the
West Florida Gas rebate checks that had been issued in the
i ndi vi dual names of either Briggs or M. Mrris. Briggs and M.
Morris were each convicted by the U S. District Court for the
Northern District of Florida, pursuant to section 7207, for
willfully filing false Federal incone tax returns for taxable
years 1986, 1987, and 1988.

In 1985, Briggs, M. Mrris, Daniell, and M chael Gay
i ncor porated Association Cable TV, Inc. (ACT), to provide cable
tel evision services to a beach resort. The four were equal
sharehol ders. In 1988, they sold ACT's assets to Jones
Spacelink, Ltd. In connection with the sale, each of the four
shar ehol ders recei ved $199,490 in gross proceeds. O this
anount, $82, 600 represented proceeds fromthe sale of a covenant
not to conpete. Petitioners’ 1988 Federal inconme tax returns
each onmtted $40, 200 of this $82,600 anmount from gross incone and
al so omtted $36, 000 of other sal e proceeds, erroneously
characterizing themas “loan repaynents”. On brief, petitioners
agree to respondent’s adjustnents increasing each of their
t axabl e year 1988 gross incones by these anmpunts, concedi ng that

their return positions were “unexplained and * * * erroneous”.
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Respondent determ ned that petitioners are liable for
additions to tax for fraud under section 6653(b)(1) for all years
in issue. Respondent asserts that for all years in issue,
petitioners’ omtted West Florida Gas rebate incone gave rise to
under paynments attributable to fraud. |In addition, for taxable
year 1988, respondent asserts that petitioners’ om ssion from
gross incone of ACT assets sal es proceeds gave rise to additional
anounts of underpaynent attributable to fraud.

Di scussi on

For 1986 and 1987, if any part of any underpaynent of a tax
required to be shown on a return is due to fraud, there is an
addition to tax equal to 75 percent of the portion of the
under paynent attributable to fraud, along with 50 percent of the
i nterest due on the portion of the underpaynent attributable to
fraud. See sec. 6653(b)(1)(A) and (B). For 1988, if any part of
any underpaynent of a tax required to be shown on a return is due
to fraud, there is an addition to tax of 75 percent of the
portion of the underpaynent that is attributable to fraud. See
sec. 6653(b)(1).

Respondent must prove fraud by clear and convi nci ng
evi dence. See sec. 7454(a); Rule 142(b). Fraud is the
i ntentional wongdoing of a taxpayer to evade tax believed to be

owi ng. See Petzoldt v. Conm ssioner, 92 T.C 661, 698 (1989). A

finding of fraud requires a show ng that the taxpayer intended to
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evade tax known or believed to be ow ng by conduct intended to
conceal, mslead, or otherw se prevent the collection of taxes.

See Korecky v. Comm ssioner, 781 F.2d 1566, 1568 (11th G r

1986), affg. T.C. Meno. 1985-63.
Fraud is never presunmed but nust be proved by clear and

convi nci ng evidence. See Petzoldt v. Conm ssioner, supra at 699.

Because direct proof of a taxpayer’s intent is rarely avail able,
however, fraudul ent intent nmay be established by various kinds of
circunstantial evidence, or “badges of fraud”, including

consi stent, material understatenments of income; the filing of

fal se statenents or docunents; failure to maintain conplete and
accurate records; the concealing of assets or covering up sources
of income; failure to cooperate fully with the Internal Revenue
Service; inplausible or inconsistent explanations of behavior;
illegal activity; and attenpted conceal nent thereof. See Spies

V. United States, 317 U S. 492, 499 (1943); Bradford v.

Comm ssi oner, 796 F.2d 303, 307 (9th Cr. 1986), affg. T.C. Meno.

1984-601; Korecky v. Conm ssioner, supra at 1568; Stephenson v.

Comm ssioner, 79 T.C 995, 1005-1006 (1982), affd. 748 F.2d 331

(6th Cir. 1984).

The Gas Rebate Paynents

Petitioners’ consistent and substantial om ssion of the gas

rebate paynents fromgross incone over 3 years i S persuasive
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evidence of fraud with regard to these itens. See Korecky v.

Conmi ssi oner, supra at 1568.

When petitioners nmet with their accountants to review their
tax returns for the years in issue, they did not nention the gas
rebate i ncome even though they were asked whether any itens of
i ncome had been omitted. 32

Petitioners cashed the rebate checks, deposited theminto
t heir personal bank accounts, or, in one instance, deposited the
check in Towers Construction’s bank account before dividing the
proceeds between Briggs and Ms. Mrris. Petitioners’
expl anations of their behavior in this regard were inplausible
and i nconsi stent.

Petitioners kept inadequate records. By Briggs own
adm ssion, petitioners were “sorry bookkeepers”. Daniell’s
accountant testified that the records were “appalling”. The
funds of petitioners’ various business entities, and possibly
their personal funds as well, were commngled in sonmething called
an “interconpany” bank account that apparently was in the nanme of

Briggs.® Petitioners disregarded corporate formalities in their

32 Briggs testified inplausibly that he infornmed his
accountants of the gas rebate paynments “indirectly” by giving
them a copy of a newspaper article concerning the rebate program
“l gave thema copy of it. And | |aughed and joked and said,
Here you go. Look at this.”

3 Briggs testified on direct exam nation that “I didn't
have a personal account. M account was conm ngled with the
(continued. . .)
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joint venture business operations and used what they referred to
as a “funnel nmethod” of accounting, whereby they comm ngled and
directed funds to various entities, making it difficult for even
their accountants to associate transactions with specific
entities.

It is also significant that Briggs and M. Mrris were
convi cted pursuant to section 7207 for filing fal se Federal
income tax returns for the years in issue.® These convictions
establish that Briggs and M. Mrris willfully filed fal se
docunents and provide circunstantial evidence of their intention
to evade taxes with regard to the gas rebate paynents. See

Wight v. Conmi ssioner, 84 T.C. 636 (1985); Pariseau V.

Comm ssioner, T.C Meno. 1985-124. Although Ms. Mrris was not

convi cted, she cashed a nunber of the rebate checks, as indicated
in the appendi x, which we view as evidence that she commtted

fraud al ong with her husband.

33(...continued)
conpany account in there.” On cross-exam nation, Briggs admtted
that he al so had a personal account.

34 Respondent does not contend, and we do not concl ude, that
t hese convictions under sec. 7207 collaterally estop petitioners
fromasserting a defense to the fraud penalty. Cf. Sansone v.
United States, 380 U S. 343, 352 (1965) (“Section 7207 requires
the willful filing of a docunent known to be fal se or fraudul ent
in any material manner. * * * Section 7207 does not require,
however, that the act be done as an attenpt to evade or defeat
taxes.”).
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Respondent has net his burden of proving by clear and
convi nci ng evidence that petitioners acted with the intention to
evade taxes in omtting the gas rebate incone for each of the
years 1986, 1987, and 1988.

Proceeds From Sale of ACT' s Assets

Respondent al so contends that petitioners acted with
fraudul ent intention in underreporting the proceeds they each
received fromthe sale of ACT assets in 1988.

Petitioners identified the ACT transaction on their 1988 tax
returns and included in gross incone well over half of the
$199, 490 proceeds they each received from ACT"s sal e of assets.
They omtted a portion of the proceeds fromthe sale of the
covenant not to conpete and m scharacterized part of the proceeds
as repaynent of a |loan. Respondent has not clearly and
convincingly shown that, in reporting over half of the proceeds
fromthis transaction, petitioners acted fraudulently with regard
to the remai nder.

Respondent asserts that petitioners attenpted to disguise
the true nature of the “loan repaynents”. |In support of this
contention, respondent relies largely on evidence that ACT s
accountants advised Daniell’s accountant that, consistent with
ACT’s treatnent of the proceeds on its corporate books, Dani el
shoul d report part of the proceeds as stockhol der | oans on his

i ndi vi dual Federal inconme tax return. Respondent has not clearly
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established how this evidence pertains to petitioners.
Apparently, respondent would have us infer that the advice itself
was in sonme manner fraudul ent and that petitioners played a role
init. The record does not clearly support any such inference.
The advice that ACT’s accountants provided Daniell is consistent
W th spreadsheets in evidence, apparently prepared by ACT s
accountants, which allocated the ACT proceeds partly to | oan
repaynments and partly to other sources, consistent with the
manner in which petitioners reported themon their individual tax
returns. Wthout nore, it is inpossible to know whether ACT s
accountants were negligent in doing their work and in giving
advice to Daniell’s accountant (and presumably to petitioners).
There is no evidence to indicate fraud on the part of ACT s
account ant s.

In Association Cable TV, Inc. v. Conm ssioner, T.C. Menp.

1995-596, we held that ACT acted with fraudulent intent in
representing falsely to the Internal Revenue Service that it had
adopted a formal plan of |iquidation under section 337, attaching
false mnutes to its return and treating the sale of its assets
as nontaxable on its Federal corporate incone tax return.

What ever inferences we m ght draw from ACT' s fraudul ent
intentions in this regard, we conclude that respondent has failed
to nmeet his burden of proving by clear and convi nci ng evi dence

that petitioners acted with fraudulent intent in underreporting
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the proceeds fromthe sale of ACT' s assets on their individual
Federal incone tax returns.

Sunmary

For taxable years 1986, 1987, and 1988, petitioners are
liable for the section 6653(b)(1) addition to tax solely as
results fromtheir fraudul ent underreporting of the gas rebate
paynents.

| ssues 7 and 8. Additions to Tax for Substantial Understat enent

Respondent determ ned that the Mirrises are |liable for
additions to tax pursuant to section 6661 for taxable years 1986
and 1987, and that Briggs is liable for section 6661 additions to
tax for taxable years 1986, 1987, and 1988.

Section 6661 inposes a 25-percent addition to tax on any
under paynment attributable to a substantial understatenment of
income tax. A substantial understatenent of tax is one that
exceeds the greater of 10 percent of the tax required to be shown
on the return or $5,000. See sec. 6661(b)(1)(A). For this
pur pose, the anmount of the understatenment is to be reduced by the
portion attributable to any itemfor which there was substanti al
authority or any itemthat was adequately disclosed. See sec.
6661(b)(2)(B). In addition, the Comm ssioner may waive all or
part of a section 6661 addition to tax upon a show ng by the
t axpayer that there was reasonabl e cause for the understatenent

and that the taxpayer acted in good faith. See sec. 6661(c).
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Petitioners’ understatenents of inconme tax each exceed the
greater of 10 percent of the tax required to be shown on the
returns or $5,000. Consequently, there are substanti al
understatenents within the neaning of section 6661

On brief, petitioners contend only that they reasonably and
in good faith relied on the advice of their accountants in
preparing their tax returns. GOstensibly, petitioners seek
thereby to invoke the Comm ssioner’s authority to waive the
addition to tax pursuant to section 6661(c). The Comm ssioner’s
deni al of waiver under section 6661(c) is reviewable for abuse of

discretion. See Martin lce Cream Co. v. Conm ssioner, 110 T.C.

189, 234 (1998). The record does not show that petitioners ever
requested respondent to waive the penalty. Accordingly, absent
such a request by petitioners, we cannot find that respondent
abused his discretion. See id. at 234-235, and cases cited
t herein. 3

Even if we were to assune arguendo that petitioners did
request wai vers pursuant to section 6661(c), petitioners have not
establ i shed that respondent woul d have abused his discretion in
refusing the requests. Petitioners have not proved that they
provi ded their accountants with conplete information for

preparing their returns. The evidence shows that the books and

3 Under sec. 6664(c) of current law, effective for returns
wth a due date after Dec. 31, 1989, no penalty nmay be inposed
for understatements if the taxpayer shows that it had reasonable
cause and acted in good faith. See Omibus Budget Reconciliation
Act of 1989, Pub. L. 101-239, sec. 7721(a), 103 Stat. 2398.
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records were inadequate, partly because of petitioners’ practice
of comm ngling funds and di sregarding corporate formalities. W
have determ ned that petitioners acted with fraudulent intent as
regards the omtted gas rebate incone.
Al t hough petitioners have not expressly argued that they had
substantial authority or nade adequate disclosure within the

meani ng of section 6661(b)(2)(B), on brief they argue that they

relied on Selfe v. United States, 778 F.2d at 769. Any such
reliance was m splaced. As previously discussed, the Mrrises
did not even personally guarantee the | oans in question.

Mor eover, petitioners have failed to establish the outstanding
bal ance, if any, of |oans between AM and Towers Devel opnent for
any year in issue. Accordingly, we conclude that Selfe and its
progeny are “so dissimlar that they nust be discarded as

provi ding no substantial authority for the tax returns filed in

this case.” Osteen v. Conmm ssioner, 62 F.3d 356, 360 (11th GCr.

1995), revg. on this point T.C. Meno. 1993-519. ©Mbreover,
petitioners have not shown substantial authority or adequate

di scl osure for other positions taken on their returns. Opinions
rendered by tax professionals are not substantial authority. See
sec. 1.6661-3(b)(2), Incone Tax Regs.

We sustain respondent’s determ nation on this issue.
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We have considered all other argunents advanced by the
parties. Argunents not addressed herein we conclude are w t hout

merit or unnecessary to reach.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.
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Appendi x
West Florida Gas Rebate Paynents to Petitioners
The
Dat e Payee Di sposi tion? Bri ggs Morri ses
01/ 14/ 86 Towers Const. Cashed by FWB $2,175. 00 --
01/30/86 Towers Const. 070505 (Towers 10, 222. 50 $10, 222. 50
Construction)?
05/27/86 Jimy Morris 402028 (SBM - - 5, 220. 00
05/27/86 Frank Briggs Bay B&T (FWB) 5,220.00 --
06/ 05/ 86 Frank Briggs Bay B&T ( FWB) 10, 875. 00 --
06/05/86 Jimy Morris 402028 (SBM - - 10, 875. 00
07/ 03/ 86 Frank Briggs Springfield (FWB) 2,610.00 --
08/07/86 Jinmmy Morris Springfield (SBM -- 9,570.00
08/ 07/ 86 Frank Briggs 402737 ( FWB) 8, 265. 00 --
08/07/86 Jinmmy Morris Springfield (SBM -- 2,610.00
08/ 07/ 86 Frank Briggs 402737 ( FWB) 8, 700. 00 --
11/11/86 Frank Briggs Cashed by FWB 2,610. 00 --
07/21/87 Jimry Mrris 402028 (SBM -- 2,610. 00
08/20/87 Jinmmy Morris Cashed by JDM -- 7,395. 00
09/ 08/ 87 Frank Briggs Cashed by FWB 7,395. 00 --
09/24/87 Jinmmy Morris Cashed by JDM -- 4, 350. 00
11/03/87 Frank Briggs 390607 (FWB) 5, 220. 00 --
11/05/87 Jimmy Morris Cashed by JDM -- 5, 220. 00
12/ 15/ 87 Frank Briggs Cashed by FWB 1, 740. 00 --
12/15/87 Jinmy Morris 2210851 (SBM - - 1, 740. 00
02/ 02/ 88 Frank Briggs 402737 ( FWB) 3,045. 00 - -
02/04/88 Jimy Morris 402028 (SBM - - 3, 480. 00
03/01/88 Frank Briggs Cashed by FWB 2,175.00 --
03/17/88 Frank Briggs 402737 (FWB) 2,610.00 --
03/17/88 Jimy Morris 402028 (SBM - - 2,610. 00
03/31/88 Frank Briggs Cashed by FWB 3,045. 00 --
03/31/88 Jimy Morris 1118951 (SBM - - 2,610. 00
04/ 19/ 88 Frank Briggs 390607 (FWB) 1, 305. 00 --
04/19/88 Jimmy Morris 390607 ( FWB) -- 1, 740. 00
06/ 14/ 88 Frank Briggs Cashed by FWB 1, 305. 00 --
06/14/88 Jimmy Morris 1118951 (SBM -- 1, 305. 00
08/ 02/ 88 Frank Briggs Cashed by FWB 870. 00 --
08/ 02/ 88 Frank Briggs Cashed by FWB 2,610.00 --
08/02/88 Jimmy Morris Cashed by JDM -- 4, 350. 00
09/ 06/ 88 Frank Briggs 402737 ( FWB) 8, 265. 00 --
09/06/88 Jimy Morris 1118951 (SBM - - 6, 525. 00
10/ 27/ 88 Jinmy Morris 1118951 (SBM - - 11, 745. 00
10/ 27/ 88 Frank Briggs 402737 (FWB) 10, 875. 00 --
11/ 22/ 88 Frank Briggs 390607 (FWB) 7, 395. 00 --
11/29/88 Jimmy Morris Cashed by JDM —- 3,915. 00
$108,532. 50  $98, 092. 50
$206, 625. 00
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! Disposition. These entries reflect the accounts into
whi ch the rebate checks were deposited or the person who cashed
them FWB refers to petitioner Franklin W Briggs; JDMrefers to

petitioner Jimmy Morris; and SBMrefers to petitioner Sandra
Morris.

2 Disposition of Check No. 17539. This rebate check was
made payable to Towers Construction and then split equally
bet ween Briggs and Sandra Morris.




